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ABSTRACT
GRIFFIN CLARK: Comprehensive Analysis of Financial Reporting Through Case
Studies
(Under the direction of Dr. Victoria Dickinson)
This thesis covers both fundamental and nuanced issues relating to accounting and, more
specifically, financial reporting. These issues range from cash flow analysis to bank
auditing opinions. The thesis is a compilation of twelve case studies assigned by Dr.
Victoria Dickinson in the Professional Research and Development Program. From a
broader perspective, the insight gained through this thesis is primarily concerned with
how the three fundamental financial statements, the balance sheet, income statement, and
statement of cash flows interact with one another within a given fact set. Transactions,
estimates, and adjustments can influence all three financial statements, changing how
financial statement users perceive a company. Therefore, it is extremely important to
understand how these items fit into the financial reporting framework.
Some of the topics covered within this class include accounting for debt securities
and financial statement analysis. This thesis also includes various aspects of analytical
reasoning through the application of accounting principles to certain problems within the
case studies. These applications allowed for the development of professional judgement
with respect to certain financial reporting issues as there was not always a right or wrong
answer. Rather, students must use the set of rules to argue for a specific outcome given a
fact pattern. The bank audit case serves as a great example of this application. Students
were asked to give an opinion on the classification of certain debt securities using a series
of rules and tests. There was not necessarily a correct answer; however, students had to
argue why the security should be given a certain classification. The skills gained here are
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extremely important for auditors as the entire profession revolves around using
professional judgement when analyzing corporate financial statements.
In addition, some of the case studies involved the research and development of
technical skills through various computer applications widely used in the accounting
profession. Research into Python and Microsoft Power BI allowed students to gain
familiarity with complex yet extremely important programs used in auditing and tax. This
research further enhanced professional development through research into how these
programs could better help students in their career through task automation or multidimensional financial statement analysis. Furthermore, the creation of balance sheets and
income statements on excel, the most important program used by accounting
professionals, allowed students to build their technical skills and bridge the gap between
theoretical concepts and real world applications. A large portion of this class involved
taking concepts learned in various accounting classes and applying them to actual
scenarios. Therefore, this thesis also serves as a culmination of the accountancy degree
by linking concepts to reality.
Moving beyond the scope of this thesis, the information and skills obtained during
the Professional Research and Development Program is crucial for a successful career in
auditing or tax. The class allowed students to hone both their problem solving and
research skills. For many of the cases, the solutions were not always clearly identifiable;
therefore, students had to work and research outside of the classroom to solve the issues.
In addition, the presentation of the answers in a clean and professional format is another
applicable skills for a future career. Being able to adequately explain the issue to others is
arguably just as important as the problem solving process. These skills will come into
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play in the professional environment as students will be asked to complete assigned work
and present the work to management.
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CASE STUDY 1: PYTHON
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Introduction
When I first began diving into this case study, I already had a little knowledge about
Python as a programming language. However, I had no idea about the extent of Python’s
capabilities. From web design, database interfacing, and software development, Python is
an all-inclusive programming language. Furthermore, I discovered many uses of Python
in the business world that could definitely help me become more efficient at data
analytics. The ease of use and manageable learning curve of this programming language
has made me want to explore the possibility of learning Python as I move into the early
stages of my career. The purpose of this case was to explore the history of Python and its
business uses and to apply its widespread functionalities in potential business scenarios.
All of these items are addressed in the following sections.
History of Python
Python was developed during December 1989 by Guido van Rossum as a scripting
language for a distributed operating system, Amoeba. Named after the British comedy
group Monty Python, Python originated as one of van Rossum’s side hobbies before
gaining popularity in the early nineties and eventually establishing itself as one of the
most widespread and popular programming languages today. Python’s seamless support
across multiple platforms as well as clear syntax and accessibility proved vital in
attracting new programmers to its user base. Although Python underwent a few updates
to its source code such as Python 2.0 being released by BeOpen Python Labs team in
2000, this open source programming language has remained focused on community
oriented development and transparency.
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Purpose of Python in business decisions
One of the most enticing characteristics of Python is its purpose; programmers use
python for web and internet development, software development, data analysis, and
business applications. Python language runs on any operating system such as Mac OS,
Windows, or Linux. In general, Python supports a variety of business decisions
depending on its intended use; for example, individuals use Python to interface with SQL
databases to pull relevant information from the database and make decisions based on
that information. Furthermore, individuals use Python to build enterprise resource
planning (ERP) systems to integrate business decisions across entire corporations. In
order to fully utilize the functionality of Python, businesses should have database
management systems in place if they wish to use Python for database interfacing.
Businesses also should have installed integrated development environment (IDE)
programs on their operating systems to enable large scale data processing and Python
language editing.

Special skills needed to use Python
The skills necessary to use Python revolve around the understanding of the language
itself. As a programming language, Python follows a very specific syntax structure. For
database interfacing and ERP development, users must have a working knowledge of
database design coupled with Python’s function keywords to perform specific tasks.
Functions such as “create database”, “import”, and “insert into” are crucial functions in
manipulating and editing data to fit an individual’s business decision needs. Furthermore,
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users must have high level understanding of how databases and applications within the
corporation interact with each other as well as the flow of data. A student’s best bet for
acquiring these skills is simply to practice. As a great programming language for
beginners, a student looking to gain Python programming skills should download an IDE
along with the latest version of Python from Python.org; after downloading the necessary
tools, the student should familiarize himself/herself with the basic syntax structure of
Python and create a small programming project to practice these skills. For example, a
student could practice pulling information from a website with published application
programming interfaces (API) into their own IDE using “get” and “import” requests.

Auditing scenarios for Python
In auditing, if I were tasked with verifying the accuracy of sales revenues on the financial
statements, I would need to comb through the financial records of the company within the
ERP system to ensure that revenues are not misstated. To do so, I would use python to
pull all of the revenue records relevant to my needs from the company’s database and
cross check this information with the financial statements. This method would serve
particularly useful for large companies with vast datasets and complex financial
statements. It would be much for efficient for a program to pull all of the necessary
revenue information from the datasets using predefined parameters rather than having to
manually look through each database record in the ERP.
With regards to data integrity, many problems arise with the input of data into an
ERP. Incorrect information being entered into the company’s system can result in invalid
and useless information being sent to government agencies such as the SEC. If I were in
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internal audit, I would use Python to develop an application that would search through
the company’s data for invalid and incorrectly entered data. Due to Python’s support
across multiple platforms, it would be feasible to interface this data validation application
with the ERP and quickly find errors in the data due to careless or rushed employees.
Here, Python would create a more effective data environment and reduce inefficiencies
resulting in incorrect data being published or sent to various stakeholders.
Another unique use of Python in auditing could be for information technology
auditing. If I were an IT auditor looking to assess a company’s IT security, I could use
Python to attempt to gain unauthorized access to a company’s data. Using Python, I
would interface with the database management system such as SQLite or MySQL and
attempt to use SQL injections to gain access to data I am not authorized to see (this
scenario would most likely come about from a disgruntled or rogue employee). If the
company has effective security procedures and database protection, I would not be able to
access this data. Therefore, using Python code, coupled with SQL commands, I could test
the effectiveness of IT security within a company and help the company potentially avoid
severe losses of data.

Tax planning scenarios for Python
Suppose I am in charge of reviewing our company’s inventory accounting with regards to
tax implications. Currently, our team uses the FIFO accounting method to value
inventory. As prices of the inventory we buy rise throughout the year, our cost of goods
sold is low and our taxes are higher. Our company wants to know what the tax
implications would be if we switched to LIFO. Without any historical data on the LIFO
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method, I would need to pull the inventory data used during this and previous years and
create a script using Python and simple “if” and “else” arguments. This script would
analyze the inventory and sales records throughout the year and reorganize the cost of
goods sold as if the company was using LIFO. Using this script, the company would be
increasing tax efficiency if the programs revealed a historical trend of lower taxes under
LIFO. Furthermore, it would be much more efficient to automate the process of
reorganizing inventory records to reflect a different inventory method as opposed to
manually doing it.
In another scenario, I am a tax accountant with a variety of individual clients
ranging in annual income from $200,000 to $3,000,000. Due to the complex tax brackets
that call for varying income taxes for different salaries, I have to manually compute the
taxes for each of my clients. However, using Python I can write a script that
automatically calculates my client’s income taxes based on a set of rules that revolve
around the tax bracket percentages. If my client’s income goes up or down based on
promotions or demotions, I can quickly calculate his or her new taxes. If the tax code
changes, I do not have to spend time relearning the new percentages; I can just update the
rules for my python script to reflect the new tax code. Python saves me time doing
meaningless calculations and allows me to focus my efforts on the other aspects of tax
planning.
In one scenario with regards to tax planning, I am a financial planner whose client
wants to withdraw a sum of money from his individual retirement account (IRA) before
the age of 60. Because of this, my client will face certain tax penalties associated with his
withdrawal. Using Python, I am able to write a script that will calculate the most efficient
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amount of money to withdraw from his account in order to minimize the tax penalty and
allow the remaining money in his IRA to continue compounding. This script will also run
concurrent analyses that take into account the future value of money both withdrawn
from the account, the tax penalty, and the money in the IRA. This script will hopefully
help my client visualize the amount of money he could save if he kept his money in the
IRA.

Financial statement analysis
In this scenario, I am a first year financial planning and analysis analyst who is charged
with reviewing our company’s financial statements from the past 30 years to compare our
current year operating costs to historical trends. Using Python, I am able to interface with
our company’s database management system and not only instantly pull the operating
expenses from the past 30 years, but also arrange them from highest costs to lowest costs.
In addition, I can also exclude years during which the company heavily expanded to
remove potential outliers in operating costs and see how the company is performing
against historical benchmarks.
In another scenario, I am a mid-level manager of a private company that is
looking to potentially go public. I am charged with coming up with a ball park estimate
of how much our company should be valued per share. Thankfully, quite a few
companies in our industry have already gone public and have posted their prior year
financial statements as well as initial stock valuations on their websites. I can use
Python’s “get” and “import” requests to perform a task called HTML scraping to transfer
this data from their website onto my computer. Once I have the necessary financial data
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and stock valuations from the similar companies, I can use Python to cross reference our
company’s financial statements and find out which public companies in our market had
the most similar financial metrics at the date of their initial public offering. This data will
allow me to get obtain a decent estimate of how much I believe our company should be
valued. Python will allow me to perform the very complex task of company valuation
must faster and efficiently than through traditional means such as financial modeling.
In the last scenario, I am a financial planning and analysis analyst in charge of
compiling all of the administrative expenses for this quarter into a single report for the
quarterly income statement. Due to the size of the company, there are thousands of
individual expense reports that must be compiled from the database. Using Python and
the database management system, I am able to grab all of the expense reports that relate
to administrative expenses and arrange them into a single table to be sent to management.
With the help of Python, I do not have to comb through thousands of expense reports in
our database to find the ones relating to administration. Python saves me and the
company precious time and allows me to more efficiently do my job.

Why our company should employ Python
Dear Manager,
With every new development for a company, obvious initial fixed costs will be incurred;
the implementation of Python and employee training is no different. Although Python has
a higher initial learning curve than most tools, the long lasting benefits of employing such
a multifunctional tool in our company will far surpass its initial costs. Although training
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employees to use a programming language may sound complex and time consuming,
Python’s easy and clean syntax and simple, makes it a great candidate for beginners.
I believe the introduction of Python into our company will bring about these three
changes in the way our company operates. Using Python, we can rely on our employees
to obtain data from our database management system faster than before. In addition, we
can develop departmental applications and software using Python to both automate time
consuming processes and perform data analytics at an exponentially faster rate. Finally,
by training our employees to use a programming language, we are adding unparalleled
knowledge capital to this company while allowing our employees to hone their critical
thinking and problem solving skills. An extremely knowledgeable and flexible workforce
will undoubtedly bring a positive change to this company in the coming years.
-Griffin Clark
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CASE STUDY 2: RITE AID CORPORATION
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Introduction
Although we have been learning a great deal about bonds and notes payable in
intermediate accounting, we have not had the ability to dive into financial statements in
depth. This case allowed me to comb through the actual financial statements of a
company and uncover the details behind Rite Aid’s debt. I found this case to be
extremely insightful as it allowed me to apply classroom information to real world use. In
this case, I discuss the various types of debt taken on by Rite Aid and the debt’s potential
implications moving forward. I also prepare journal entries and financial statement
analysis on three specific notes, uncovering every possible detail.

Types of debt, indebtedness, and credit agreements
Secured debt occurs when the issuing company ties certain assets to the debt as collateral.
Lenders are able to take the company’s assets if the issuing company falls behind on
payments or cannot pay the debt at all. Unsecured debt does not have any underlying
assets as collateral and are generally riskier in nature. Rite Aid must distinguish between
secured and unsecured debt as these two types of debts carry different consequences in
the case of defaulted debt, levels of importance to stakeholders reading these financial
statements, and risks involved in the capital structure of Rite Aid. A “guaranteed” debt
occurs when a third party, the “guarantor”, promises to fulfill the debt obligation of the
borrow if the borrow defaults. According to note 11, wholly-owned subsidiaries of Rite
Aid corporation have provided the guarantee for some of its unsecured debt. Rite Aid
might have many different types of debt because Rite aid was not able to source all of its
capital needs from one lender. Lenders might only be able to loan Rite Aid restricted
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amounts of money; therefore, Rite Aid has to shop around various lenders over time to
source its needed capital. Furthermore, these loans have different interest rates as the
lenders offer different credit terms to Rite Aid. As Rite Aid takes on debt over time,
interest rates in the market are certain to fluctuate, leaving the corporation with varying
lines of credit.

Rite Aid total debt
As seen in note 11, Rite Aid currently has $6,370,899 in total debt. This number can be
reconciled by adding up all of the components of Rite Aid’s debt in the balance sheet.
Rite Aid’s debt consists of its currently maturing portions of debt $51,502, its long term
debt less current maturities of $6,185,633, and its lease obligations less current maturities
of $133,764. These three portions of debt add up to $6,370,899 (equal to the total debt
reported in the Indebtedness and Credit Agreement section). Rite Aid’s currently
maturing portions of debt consisting of $51,502 is due within the coming fiscal year.

7.5% Senior secured notes due March 2017
The face value of the 7.5% senior secured note due March 2017 is $500,000. We know
this amount is $500,000 as there is no “amortized discount”. Therefore, the face value
(principal) of the bond will remain the same each year until maturity; the market
rate of 7.5% is equal to the stated rate of 7.5%.
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Journal entry to record the issuance of the notes:
dr. Cash
cr.

500,000
Notes Payable

500,000

Because the note was issued at par value, the amount of cash received is equal to the face
value of the note. No discount or premium account is used for this journal entry. The
issuance of notes payable will cause an increase in both assets and liabilities with no
effect on net income.
Journal entry to record the annual interest expense:
dr. Interest Expense
cr.

37,500
Interest Payable

37,500

The annual interest expense is found by multiplying the stated rate on the note by the face
value of the note. Therefore, 7.5% x $500,000 = $37,500. The recording of annual
interest expense causes no effect on assets, an increase in liabilities (Interest Payable),
and decrease in net income (through the Interest Expense account).
Journal entry when the notes mature in 2017
dr. Notes Payable
cr.

500,000
Cash

500,000

When the notes mature, Rite Aid must pay the principal amount of the notes back to the
lender; therefore, it must pay the full $500,000. In addition, assets (Cash) and liabilities
(Notes Payable) decrease with the retirement of this debt, and net income is not affected.
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9.375% Senior notes due December 2015
The face value of the 9.375% senior notes is $410,000. The carrying value of these notes
is $405,951. The carrying value can be found by subtracting the unamortized discount as
of 2010 from the face value. Therefore, $410,000 - $4049 = $405,951. We know $4049 is
2010’s unamortized discount as it is listed first in the parentheses, maintaining congruity
with the carrying values of the notes to the right. These two values differ because the
notes were issued at a discount; thus, the bond was issued below its face value. The
discount will be amortized over the course of the note’s life until the carrying value
equals face value at maturity. During 2009, Rite Aid paid $38,438 for the cash portion of
the interest expense. This value can be found by multiplying the principal of the note by
the stated rate and the time period (Which is 12 months/ 12 months due to the annual
interest payments). $410,000 (principal) x 9.375% (stated rate) = $38,438. In order to
find the total interest expense, we must add the cash interest expense and the change in
unamortized discount from 2009 to 2010. To find the change in unamortized discount,
you simply have to subtract the carrying value of the note in 2010 from the carrying value
of the note in 2009; $405,951 (2010) - $ 405,246 (2011) = $705. Therefore, the total
amount of interest expense is equal to $39,143. $38,438 (cash portion) + $705 (change in
unamortized discount) = $39,143.
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Journal entry to record interest expense on these notes for fiscal 2009
dr. Interest Expense

39,143

cr.

Discount on Notes Payable

705

cr.

Cash

38,438

The issuance of these notes will cause an increase in assets (Cash) and liabilities (Notes
Payable). The recording of interest expense causes a decrease in assets (Cash), an
increase in liabilities, and a decrease in net income (through the Interest Expense
account). The increase in liabilities occurs due to the decrease in the Discount on Notes
Payable account which is a contra liability account.
The total rate of interest recorded for fiscal 2009 can be found by dividing total interest
expense for the year by the carrying value of the notes payable at the beginning of the
year. $39,143 (total interest expense) divided by $405,246 (carrying value at beg. of year
= 9.659%. This logically makes sense as the effective (market) rate of 9.659% is higher
than the stated rate of 9.375%. This is a staple characteristic of notes issued at a discount.

9.75% notes due June 2016: Issued June 30, 2009, Annual Interest payable June 30th
Journal entry to record the issuance of these notes at 98.2%
dr. Cash

402,620

dr. Discount on Notes Payable

7,380

cr.

Notes Payable
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410,000

In order to accurately write these journal entries, we must first calculate the cash
proceeds from the issuance of these notes. The notes were issued at 98.2% of par;
therefore, the cash proceeds from this issuance is 98.2% of the face value of the notes.
$410,000 * 98.2% = $402,620. Thus, the cash proceeds from these notes are $402,620
and the Discount on Notes Payable is simply the face value of the note ($410,000)
subtracted by the cash proceeds ($402,620) = $7,380. The issuance of these notes causes
an increase in assets (Cash), an increase in liabilities ($410,000), and no effect on net
income. It is important to note that because the notes were issued at a discount, a contra
liability account is established as well.
In order to calculate the effective interest rate, we must use excel’s “rate”
function. Once we are in excel, we type out =Rate(nper, -cash interest payments, cash
proceeds, - face value). We know the number of periods is the amount of year until the
notes mature which is in 2016. Thus, 2016 minus 2009 equals 7 years to maturity. We
know the cash interest payments can be found by multiplying the principal ($410,000) by
the stated rate (9.75%) and the time (12/12) = $39,975. We also know that the cash
proceeds previously calculated is $402,620. Lastly, the face value of the note is $410,000.
It is important to note the positive and negative signs in the function represent cash
inflows and outflows relative to the issuer. When we plug these numbers in, our function
looks like this: =Rate(7, -39975, 402620, -410000). This function gives us the effective
interest rate of 10.12%. As seen in Figure 2-1 is the amortization schedule for the 9.75%
senior notes.
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Figure 2-1: Rite Aid Corporation Amortization Schedule
Date

Cash Interest
Payment

Interest Expense

Discount
Amortization

6/30/09

Carrying Value

Effective Interest
Rate

$402,620.00

6/30/10

$39,975.00

$40,750.00

$775.00

$403,395.00

10.12%

6/30/11

$39,975.00

$40,828.44

$853.44

$404,248.44

10.12%

6/30/12

$39,975.00

$40,914.82

$939.82

$405,188.26

10.12%

6/30/13

$39,975.00

$41,009.94

$1,034.94

$406,223.20

10.12%

6/30/14

$39,975.00

$41,114.69

$1,139.69

$407,362.89

10.12%

6/30/15

$39,975.00

$41,230.04

$1,255.04

$408,617.93

10.12%

6/30/16

$39,975.00

$41,357.07

$1,382.07

$410,000.00

10.12%

Journal entry to accrue interest expense on February 27, 2010:
dr. Interest Expense

27,167

cr.

Discount on Notes Payable

517

cr.

Interest Payable

26,650

In order to find the correct amounts to credit Interest Payable and Discount on Notes
Payable, we must first consider the fact that these amounts will be accrued after 8 months
rather than a full year. Therefore, the time period to multiply our annual Interest Payable
and Discount account is 8 months divided by 12 months. Therefore, we can take the
annual cash interest payment for 2010, $39,975, and multiply it by (8/12) to get $26,650.
In addition, we can find our discount for to accrue by taking the annual discount
amortization for 2010, $775, and multiplying it by (8/12) to get $517. The accrual of
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interest expense results in no effect to assets, an increase in liabilities (Interest Payable),
and a decrease in net income (through the Interest Expense account).
Based on the table above, the net book value of the notes at February 27, 2010
would be $403,137. This number can be found by adding the decrease in the Discount on
Notes Payable of $517 to the beginning of year carrying value of $402,620. Thus,
$402,620 + $517 = $403,137.
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CASE STUDY 3: MERCK & CO., INC.

19

Introduction
This case study was primarily concerned with stockholder’s equity and the various ways
a company such as Merck & Co., Inc. can influence its equity capital structure. The main
items addressed in this case are company shares and dividends. More specifically, the
case dives into understanding the numbers behind Merck & Co., Inc.’s issued and
outstanding shares by analyzing the balance sheet, statement of stockholder’s equity, and
statement of cash flows. One of the main components of this case is analyzing how
treasury stock actually decreases a company’s outstanding shares and subsequently
improving profitability ratios. This is immensely important in understanding why a
company may choose to use some of its free cash flows to buy back its own stock. On the
other hand, the case also looks at the importance of dividends. Dividends, which come
out of retained earnings and thus reduce the equity of the company, actually draws the
interest of investors. Dividends also point to signs of strong financial stability. After
completing this case, I feel extremely confident analyzing the equity capital structure of a
firm. The most important thing I learned from doing this case was how to reconcile
important equity figures from the balance sheet such as increases or decreases in treasury
stock with other financial statements from the statement of cash flows. I feel as if I have
learned a great deal about how a company may use its free cash flows whether it’s
through purchasing its own stock or paying dividends. It is extremely important to realize
that a company’s decision on how to use it excess cash requires an in-depth view of how
the company plans to strategically move forward in the future.
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Merck’s common shares
Merck & Co., Inc. is authorized to issue 5,400,000,000 shares of common stock. As of
December 31, 2007, Merck & Co., Inc. has issued 2,983,508,675 shares. These numbers
can be found on the balance sheet under the stockholder’s equity section. In order to
reconcile the dollar value of common stock reported on the balance sheet and the number
shares issued, we must multiply the number of shares issued as of December 31, 2007
(2,983,508,675) multiplied by the par value ($.01). This multiplication gives us the dollar
amount of common stock of $29,835,086.75 which equals to the dollar value reported on
the balance sheet of $29.8 million. Merck & Co., Inc. currently holds 811,005,791 shares
in treasury. Therefore, the amount of shares outstanding on December 31, 2007 is equal
to the amount of common shares issued minus the amount of treasury shares. Thus,
2,983,508,675 minus 811,005,791 equals to 2,172,502,884 common shares outstanding.
The market capitalization on December 31, 2007 can be found by multiplying closing
stock price on that day by the total number of shares outstanding. Therefore, $57.61 per
share multiplied by 2,172,502,884 equals to $125.16 billion.

Dividends
Companies pay dividends to its shareholders for two mains reasons. First, a company that
pays dividends is extremely attractive to investors that like to see a tangible return on
their investment. A dividend paying company will attract more investors while keeping
its current investors satisfied. On another note, a company that pays dividends is
generally seen as financially stable; investors see a dividend paying company as a
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company with solid financial strength and high earnings capabilities in the future. In
general, when a company pays a dividend per share, the stock price per share will usually
drop by the dividend amount per share. Because a dividend is seen as a decrease in
company value, this decrease is reflected in the company’s price per share. On the date of
declaration, the company debits the amount of retained earnings it intends to distribute to
shareholders; this action reduces the amount of retained earnings the company has.

Reasons for repurchasing shares
When a company has positive free cash flows at the end of a period, it may choose to
repurchase some of its outstanding shares in order to decrease the amount of shares
outstanding. Companies repurchase their own shares to increase profitability ratios such
as earning per share or return on equity. By decreasing the amount of common shares
outstanding, the company is actually raising their ratios. Another main reason companies
repurchase their shares is to reduce dilution and strengthen shareholder value.

The journal entry below is Merck’s common dividend activity for 2007 (in millions)
dr.

Retained Earnings

3,310.7

cr.

Cash

3,307.3

cr.

Dividends Payable

3.4

The amount of dividends declared for 2007 can be found in the consolidated statement of
retained earnings. The amount of cash actually paid towards dividends for 2007 can be
found in the statement of cash flows under the cash flows from financing activities. Thus,
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the remaining amount that was pulled out of retained earnings and not paid in cash is
credited to dividends payable.

Merck & Co., Inc.’s share repurchasing
Merck & Co., Inc. uses the cost method to account for its treasury stock transactions.
Under this method, the treasury stock account is debited and cash is credited for the total
cost of repurchasing the shares from the open market (number of shares x market price
per share). If the company chooses to sell some of its treasury stock, it would debit the
amount of cash it received from the buyer (market price x shares sold) and credit both the
treasury stock at cost per share sold and additional paid in capital in excess of par
(treasury stock) for the difference in those two amounts. During 2007, Merck & Co., Inc.
repurchased 26.5 million shares. The total amount to repurchase these shares was
$1,429.7 million while the average per share cost was $53.95. The per share number can
be found by dividing the total cost of repurchasing stock during 2007 by the amount of
shares repurchased. This type of cash flow represents a financing activity. Merck & Co.,
Inc. does not disclose treasury stock as an asset because treasury stock is considered a
contra-equity account. Therefore, it must be disclosed in the stockholder’s equity section
of the balance sheet as a decrease in equity. Furthermore, treasury stock is not considered
an asset as it does not provide any economic benefit or expect to generate future cash
flows.
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Figure 3-1: Merck & Co., Inc.’s ratios

Dividends paid (millions)

Merck ($)

Merck ($)

2007

2006

$3,307.30

$3,322.60

2,172,502,884

2,167,785,445

Net income (millions)

$3,275.40

$4,433.80

Total assets (millions)

$48,350.70

$44,569.80

$6,999.20

$6,765.20

$57.61

$41.94

Shares outstanding

Operating cash flows (millions)
Year-end stock price

2007
Dividends per share
Dividend yield
Dividend payout
Dividends to total assets
Dividends to operating CFs
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2006
$1.52

$1.53

2.64%

3.65%

100.97%

74.94%

6.84%

7.45%

47.25%

49.11%

CASE STUDY 4: STATE STREET CO.
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Introduction
This case revolved around the accounting and financial statement analysis of a financial
services company called State Street Co. As a company in the financial services, State
Street Co. relies on investment securities as a serious revenue driver for the firm.
Unfortunately, the three classifications of equity and debt securities are accounted for on
the financial statements differently. This case study helped me immensely in understanding
how the different securities flow through the financial statements. Trading, available for
sale, and held to maturity securities each have their own nuances in the presentation and
preparation of the balance sheet. For example, I was quite confused how available for sale
securities can be recorded at amortized cost and then adjusted to fair value. Note 4 in the
case helped me understand how these securities were adjusted before they were presented
on the balance sheet. In addition, held to maturity securities are reported at amortized cost
even though their unrealized gains and losses are also reported in the notes. The questions
embedded in the case study were particularly useful for following each of the three types
of securities, especially when viewing their end balances after purchases and sales. It is
crucial to truly know the fundamental accounting procedures behind these investments
including where they go on the financial statements and how to adjust them as needed.
Therefore, this case served as an excellent refresher of the various accounting issues
associated with investments by using a real world example to link class room theory and
short exercises to a comprehensive case study.
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Trading Securities
Trading securities are either debt or equity investments that a company owns which are
short term and usually traded within three months. These securities are intended to be
bought and sold in quick succession in order to make money.
Journal entry to record $1 of dividends or interest received
dr.
cr.

Dividend/Interest Receivable

1

Dividend/Interest Revenue

1

Journal entry to record $1 increase in market value of trading security
dr.

Fair Value Adjustment

cr.

1

Unrealized Holding Gain- Income*

1

*The unrealized holding gain will flow through the income statement

Available for Sale Securities
Available for Sale Securities are either debt or equity investments with which a company
can’t decide whether to hold or trade. This category of investments is based on
management uncertainty whether to classify a security as either trading or held to
maturity. If the opportunity arises, management may be open to sell as opposed to hold.
Journal Entry to record $1 of dividends or interest received
dr.
cr.

Dividend/Interest Receivable
Dividend/Interest Revenue
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1
1

Journal Entry to record $1 increase in market value of trading security
dr.

Fair Value Adjustment

cr.

1

Unrealized Holding Gain- Equity*

1

*The unrealized holding gain will show up in other comprehensive income

Held to Maturity Securities
Held to Maturity Securities are strictly debt investments that a company intends to hold
until the debt matures at some predetermined date in the future. Equity securities are
never classified as held-to-maturity as equity does not have an “expiration” date. That is,
equity in a company is presumed to exist indefinitely with the life of a business.
Journal Entry to record $1 of dividends or interest received
dr.

Interest Receivable

cr.

1

Interest Revenue

1

If the market value of these securities rose $1, there would be no journal entry to make as
held-to-maturity securities are never adjusted to fair value.

Trading Account Assets
The balance of the trading account assets on December 31, 2012 is $637 million. The
market value of these securities on that date is $637 million. Trading securities are
reported at market value on the balance sheet. If the unadjusted trail balance was $552
million, then the company would need to make an adjusting entry to record a gain of $82
million (637-552).
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Journal entry to record fair value adjustment (in millions)
dr.
cr.

Fair Value Adjustment

82

Unrealized Holding Gain- Income

82

Investment Securities Held to Maturity
The year-end 2012 balance in this account is $11,379 million. The market value of these
securities is $11,661 million. However, the market value of held-to-maturity securities is
not presented on the balance sheet. The amortized cost of these securities is $11,379
million. Amortized cost represents the debt securities’ carrying value at that date in
excess or below par value. We are not given the original cost of the securities; therefore,
it is impossible to compare the amortized cost to the original cost of the securities. The
difference between the market value and amortized costs represents any unrealized gains
on the debt security. The amortized cost is the cost of the securities plus or minus any
premiums or discounts on the securities. Because the fair value of the securities has gone
up, this seems to suggest that the average market rate of our interest has gone down. The
average market interest rate of our held-to-maturity securities is below when State Street
Co. originally purchased the securities.

Investment Securities Available for Sale
The year-end balance of the available for the available for sale securities is $109,682
million. This balance represents the fair market value of the available for sale securities.
These securities have already been recorded at amortized cost then subsequently adjusted
to fair market value for presentation on the balance sheet. The amount of net unrealized
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gain on these securities is $1,119 million. This number can be found in note 4 by
subtracting the total unrealized loss of $882 million from the unrealized gain of $2001
million. The amount of net realized gains from sales of available for sale securities can be
found in the table in note 4 describing the realized gains and losses for the past three
years. The net gain of $55 million can be found by subtracting a $46 million realized loss
from the $101 million realized gain during 2012. Because State Street Co. is a financial
services company, the realized gain on sale of securities would show up in the revenue
section as an increase in revenue. The gain would also show up in the operating statement
of cash flows as an increase in cash flow.

Journal Entry to record the purchase of AFS Securities (in millions)
dr.

Investment in AFS securities

cr.

60,812
Cash

60,812

Journal Entry to record the sale of AFS securities (in millions)
dr.

Cash

5,399

dr.

Unrealized holding gain AFS

67

cr.

Investment in AFS

5,411

cr.

Realized gain on sale of AFS

55

Because we sold the securities above, we have to take off the $67 million amount of
unrealized holding gain by debiting it as well as recording the cash received and the
realized gain. The credit to investment in AFS becomes the plug figure in the journal
entry to back into the current carrying value of the sold securities. The original cost of the
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available for sale securities can be found by taking your cash proceeds of $5,399 million
and subtracting your realized gain of $55 million in order to get an original book value of
$5,344 million.
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CASE STUDY 5: ZAGG INC.
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Introduction
As one of the more challenging topics we have covered this semester, deferred tax items
caused me a great deal of confusion with respect to their accounting purposes. I was lost
both conceptually and computationally when discussing deferred tax items. Thankfully,
this case addressed both the conceptual understanding of these items and used a real
world problem to link the conceptual framework to an applicable problem. By combing
through the ASC-740, I was able to understand why companies must report deferred tax
items on their balance sheet and not just their tax bill. These companies must follow the
conceptual framework of recognizing expenses in the period they will incur them.
Therefore, if a company has a deferred tax liability it will pay more in income tax
expense in a later year, thus following the recognition principle. In addition, the case also
allowed me to come up with examples of when these items would arise, further
advancing my understanding of the concept. Also, through the use of ZAGG Inc., I was
able to track the deferred tax items on the balance sheet, including their incremental
changes throughout the years. In the last section of the case, the changes in the deferred
tax liability account allowed me to see how some of the deferred tax liabilities were
actually reversing; this was crucial in understanding how these items interact on the
balance sheet.

Concept A
Book income is defined as the pre-tax income that a company earns and presents on its
financial statements. A company’s book income follows the GAAP (Generally Accepted
Accounting Principles) code for how it should be derived. The book income on ZAGG
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Inc.’s income statement is $23,898 (stated in millions). This number can be found in the
financial statements under the line “Income before provision for income taxes”. Due to
the differences in the GAAP and IRS (Internal Revenue Service), a company’s book
income can differ from its taxable income. For example, the IRS may not accept certain
deductions that GAAP allows, or accounting differences may cause differences that have
to be reversed over a few years.

Concept B
Permanent tax differences are tax differences that will never be reconciled by the GAAP
and IRS code. Therefore, the income tax expense and income tax payable will be
permanently different. An example of a permanent difference would be a company
paying a fine. Because the fine is an expense, it will decrease income tax expense;
however, the company would not be allowed to deduct that fine for IRS tax purposes.
Temporary tax differences occur when a revenue or expense is recognized in one period
for book purposes but in another for tax purposes. These discrepancies create differences
that will be reconcile after a certain period. The statutory tax rate is the tax rate imposed
by the government that a company must pay on its income. The effective tax rate is a
slightly different tax rate found by dividing income tax expense by pre-tax income. The
effective tax rate can be different that the statutory tax rate due to various deductions and
tax credits.
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Concept C
An important concern that must be addressed when looking at the differences between
income tax expense and income tax payable is the actual reasoning behind these
differences. Logically, there must be a driver that forces these two items to be different.
More specifically, these differences arise when a company is accounting for deferred tax
liabilities and assets. Due to the varied methods for accounting between GAAP and the
IRS, companies are forced to report these items differently on their financial statements.
Therefore, we must look at the actual Accounting Standards Codification-740 which
deals with the accounting for income taxes in order to get a better picture of why these
differences occur. Although it may seem like a simple idea to just report a company’s tax
bill as their income tax expense, fundamentally it goes against the accounting
codification. The main driver for reporting these deferred tax liabilities and assets are the
recognition and matching principles. According to ASC-740, the tax liability or asset
must be recorder for both the current and future years that it is expected to take effect.
This small note is extremely important for two main reasons. First, the company needs to
actually recognize the obligation that is inevitably going to affect its organization. It helps
smooth out potential trouble down the road by stating these items up front and allowing
stakeholders to see the company’s full financial position. As stated in the Financial
Accounting Standards Board’s conceptual framework for financial reporting, information
that company’s report must be useful for making decisions. Therefore, these companies
must provide all of their financial obligations in order to not mislead anyone or withhold
any critical information. Furthermore, as stated in ACS-740 objectives for income taxes,
these are two recognize the correct amount of income taxes payable as well as the

35

deferred tax liabilities or assets. Consequently, a company cannot just report its tax
current year tax bill as its income tax expense or payable because that would result in a
complete rejection of the objectives for income taxes laid out in ASC-740. These future
taxable amounts are directly caused by events this year; they cannot be ignored now and
then paid off when the time comes. ASC-740 allows stakeholders to see the full
implications of the tax effects for the current and future years, providing them with a
clearer and more accurate view of the company in question. Circling back to the
recognition principle, the deferred income taxes must be reported separately as they will
not be recognized until they are actually incurred. This follows suit with the outlined
objectives for income taxes as they should be recognized when incurred. In addition to
the recognition principle, the matching principle also plays a key part in the accounting
for deferred income taxes. For example, a company should report the income tax expense
that it incurs in the appropriate period. Although there are no “revenues” to match the
expenses with, it is still important to match the correct deferred tax amount over the
reversal period. Lastly, as stated in the ASC-740 objectives, the use of deferred taxable
amounts is to appropriately apply taxable income in the period that it is expected to be
settled or realized. By establishing these income tax objectives and relying on the FASB
conceptual framework, companies are able to consistently report their financial
obligations, remove uncertainty with their income tax reporting, and accurately report
their differences in financial statements and tax bill.
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Concept D
According to ASC-740, a deferred tax asset is a taxable amount that actually reduces a
company’s future tax liability. A company’s deferred tax asset represents an excess
payment amount on a company’s taxes. This amount will be reversed over the future
periods that the benefit is expected to be realized. For example, suppose a company is
faced with warranty expense for a year of $50,000 on products it sold for that year. The
company will deduct the entire $50,000 from its pre-tax financial income before it is
taxed. However, the IRS will not allow the company to deduct the warrant expense from
its taxable income until the period in which the warranty actually takes place. Therefore,
the company will carry that deferred tax asset amount into the next year; it will then
subtract the deferred tax asset amount from its income tax expense for that year in order
to receive the deferred benefit. On the other hand, ASC-740 defines a deferred tax
liability as a temporary difference between the income tax expense and income tax
payable which creates a future liability that will be reversed in subsequent years. The
company will pay more in income taxes in the future due to an event that took place
during the current year. A common example of a deferred tax liability arises due to
differences in accounting for depreciation. Companies typically use straight line
depreciation for GAAP but accelerated for IRS purposes. Therefore, the company will
have higher pre-tax financial income that its taxable income. Therefore, the company
recognizes a deferred tax liability that will be reversed over the course of the machine’s
useful life. Therefore, even though the company may not be recognizing the benefit of
either the deferred tax asset or liability until future periods, the company must still
account for these temporary differences on their balance sheets.
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Concept E
A deferred income tax valuation allowance is an allowance account created for the
purpose of reducing the value of a deferred tax asset. The tax valuation allowance
account should be recorded when there is a 50% probability or greater that some or all of
the deferred tax asset will not be recognized in future periods.

Concept F
Journal Entry to record income tax provision in fiscal 2012 (in thousands)
dr.

Income Tax Expense

9,393

dr.

Deferred tax Asset

8,293

cr.

Income Tax Payable

17,686

(i) These numbers can be reconciled with the financial statements in Note 8. The $17,686
represents the total current income taxes payable while the $8,293 represents the total
deferred tax assets. Therefore, the total income tax expense is the difference between the
two and represents the amount that is actually expensed this period.

(ii) Decomposing the net deferred tax asset (in millions)
As seen in the third table in Note 8, total deferred tax assets grew by $8,002 in 2012
($14,302- $6,300). However, deferred tax liabilities decreased by $291 due to some of
the deferred tax liabilities reversing. Therefore, the increase in total net deferred tax
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assets of $8,293 is equal to $8,002 of deferred tax assets plus the $291 decrease in
deferred tax liabilities.

(iii) Effective Interest Rate
The effective interest rate can be found by dividing the income tax expense of $9,393
million by the pre-tax financial income of $23,898 million. This division will give us an
effective tax rate of 39.3%. This number makes sense as we are actually paying more
taxes this period due to the increase in deferred tax assets that we will use for future
periods to reduce taxable income. Thus, the difference is the deferred tax assets.

(iv) Net Deferred Income Tax Asset Balance
The total balance of deferred tax items of $13,508 equals the total net current deferred
assets of $6,912 plus the noncurrent net deferred tax assets of $6,596. These numbers can
be found under the asset section of the balance sheet.
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CASE STUDY 6: APPLE INC.
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Introduction
Having reviewed revenue recognition in my intermediate class, I felt as if I had a strong
grasp on the conceptual aspect of revenue recognition. However, after diving into
Accounting Standards Codification 606, I quickly realized there are more nuances in the
actual codification than learned in class. One of the main things I learned from this case
was how to identify if a business has entered into a contract with a customer. Once the
contract has been identified, four other criteria must be met before the company can
recognize revenue. This new standard certainly feels more regulatory than the previous
standard. I believe this standard will raise the quality of earnings and revenues that
companies can report. Therefore, it was extremely interesting to see just how many
factors such as the transfer of ownership must be considered before a company can
recognize its revenue.

Concept A
Revenue is defined as primary income received from a business or corporation’s primary
selling, servicing, or operating functions. In other words, revenues are earned by the
company from their normal course of business. The main difference between a revenue
and a gain is in how it is earned. Gains arise from the secondary functions of the business
such as a disposal of an asset or an increase in the value of an investment. However, it is
important to note that a financial services firm dealing primarily with investments would
consider increases in value from investments as revenue. That example shows how
revenues and gains are differentiated by the functions and operations of the business with
gains arising from non-primary business operations.
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Concept B
Under the new Accounting Standards Codification (ASC) 606, the business must first
recognize the existence of a contract between the two parties, which include five criteria.
Both parties must identify the existence of a contract, identify the goods or services to be
transferred, identify the payment terms for the good and services, recognize that the
contract has commercial substance, and identify the reasonable probability that one party
will collect payment for the goods or service. Therefore, once all of these criteria are
identified and accounted for, a business may recognize revenue when that contract has
been terminated and consideration received, the party has no more obligations to transfer
goods or services, or when the control of goods or services have been transferred to the
other party.

Concept C
In general, Apple Inc. recognizes revenue when the company sells their primary goods
such as hardware, software, and digital content. More specifically, Apple Inc. recognizes
revenue when there is evidence of a contract existing, the primary goods such as
hardware, software, or digital content and applications have been delivered, there is a
fixed sales price, and collection of payment is probable. The first of Apple’s criteria
dealing with the arrangement aligns very closely with ASC 606 with regards to
identifying a contract. The second of Apple’s criteria deals with the selling of goods for a
fixed consideration. These align very closely with ASC 606 with regards to identifying
the payment terms and the transfer of ownership of goods. Lastly, Apple Inc. recognizes
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revenue only when the collection of payment is probable, aligning perfectly with the last
criteria for a contract recognition in ASC 606.

Concept D
Multiple-element contracts are contracts in which one party agree to offer more than one
good or service, including an option to purchase an additional good or service, in a
singular contract. This can create problems with revenue recognition as it may be
inappropriate for a company to recognize all of the revenue from the contract if certain
parts of the contract have stand-alone value. For example, the option to purchase
additional goods or services may need to be accounted for separately from the original
contract.

Concept E
In a very competitive market, managers are incentivized to recognize revenue in order to
bolster net income. A manager may try to make self-serving revenue recognition choices
to meet sales targets or appease a very overbearing board of directors. These choices will
benefit the managers at the expense of the quality and trustworthiness of the company’s
earnings.

Concept F
1. Apple will recognize revenue as soon as the customer purchases the song. The
customer purchasing the son is entering into a contract with apple, and the payment of
that song is received right away (transfer of ownership).
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2. If the Mac-branded accessories are sold in the store, Apple will recognize the revenue
as soon as the customer purchases these items. If the items are bought online, Apple will
recognize revenue once the items have been shipped to the customer. The goods need to
transfer ownership in order to be recognized as revenue.

3. As long as the items are not cosigned, Apple will recognize revenue when the items are
shipped to the third party reseller in India. The goods need to transfer ownership to be
recognized as revenue.

4. Apple will recognize revenue earned from gift cards when the customer spends the
money. It is seen as an unearned until the revenue can be matched with expenses.
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CASE STUDY 7: MICROSOFT POWER BI
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Introduction
During my internship this summer, the firm I was working for actually utilized Microsoft
Power BI for financial analysis. More specifically, the firm would pull financial
information from Microsoft Excel and create graphics detailing important financial
figures for various management reports. Although I did not directly use Microsoft Power
BI, I was able to see its functionality in a real world scenario. However, I did not exactly
know the scope of this application until diving into this case study. The main purpose of
this case was to research an application that accounting firms use in daily operations and
familiarize ourselves with the application’s functionality. In addition, I used this acquired
information to apply Microsoft Power BI to hypothetical business scenarios. I think this
part of the case was crucial in understanding the scope of such a powerful tool; Microsoft
Power BI can essentially be used for any necessary data analysis. Moreover, I was
shocked by the depth this tool provided. Not only did it allow for broad level business
decisions through graphs and charts but also specific financial modeling and analysis
using easily accessed and relevant information. As I move into the early stages of my
career, it is absolutely crucial to understand the functionality of applications such as
Microsoft Power BI.

Identify the Purpose of the Tool and How it would be used to make Business Decisions
Microsoft Power BI is a cloud-based software that aggregates firm information for
business analysis across various Microsoft supported platforms such as Excel. The main
purpose of this software is to facilitate business decisions by modeling unstructured data
into useful information. One of the powerful features of Microsoft Power BI is how it
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allows individuals to visualize extremely complex data sets, pulling only relevant and
necessary data. Furthermore, the software supports collaboration across business groups
with its seamless connectivity across all platforms. Due to its multi-functionality,
Microsoft Power BI serves as a great vertical business tool for a firm. For example, an
accountant may be concerned with deep diving into the financial statements in excel and
manipulating that data in Microsoft Power BI. However, the CEO may want to see the
same data in a simplified, visual form. Therefore, Microsoft Power BI aids in both large
and small business decisions across all levels of the firm by allowing the visualization of
both holistic and nuanced firm information.

How would you use this tool to aid in business settings?
With regards to auditing, Microsoft Power BI could be particularly useful when tracking
workflow. For example, as an auditor I will never be working alone on a client; I will
always be a part of a team. Undoubtedly, there will be various moving parts, adjustable
deadlines, and important assignment information that will need to be organized and
accessible by all members. Therefore, it is absolutely crucial to be able to track and
monitor workflow every step of the way. As a manager of a team, I will be able to assign
work and track progress to ensure deliverables are met. In addition, Microsoft Power BI
will allow me to give members certain permissions to access necessary client information
to efficiently do their assignment. When workflow is complete, I am able to generate
reports, documenting and summarizing necessary information for related parties.
In another scenario I am an auditor analyzing past company performance to
compare to the firm’s current financial statements. More specifically, I am focusing on
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revenues from a specific business line in the firm. Using Microsoft Power BI I am able to
seamlessly pull revenue figures from both Microsoft Access and Excel and analyze these
numbers. Instead of combing through endless quarterly financial reports, I can quickly set
parameters to search for revenue outliers within this specific line of business. Microsoft
Power BI can save me precious time while conducting the audit. In the last auditing
scenario, I am utilizing Microsoft Power BI to connect sales revenue to certain clients. By
pulling customer information from Salesforce and revenue figures from Microsoft
Access, I can link these two together within Microsoft Power BI. This proves to be vitally
important as I can analyze potentially fraud revenue figures by matching the revenues
with the appropriate clients. If revenue appears to originate from an unknown client, I can
flag it for further review.
As a tax planner, my goal is to create the optimal portfolio for my clients. Due to
the diverse investment nature of my clients, I can use Microsoft Power BI to efficiently
construct portfolios. If I set parameters within Microsoft Power BI given a tax rate,
optimal risk, and optimal return, I can run a statistical analysis within the application to
find the perfect balance between the three. Thus, my client is able to generate a sufficient
return and minimize taxes. In another scenario, I am trying to visualize the tax effects on
various bond types for a client’s portfolio. Some bonds generate tax-free interest while
others do not. Therefore, using Microsoft Power BI I can create portfolio scenarios within
the application to better understand how the different bonds will affect the tax structure of
the portfolio. Furthermore, I can easily illustrate these effects to my client using visually
appealing graphics. In the last scenario, I am a corporate tax accountant developing a
quarterly tax report for management. Unfortunately, management has also demanded a
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comparative report to the previous eight quarters. By using Microsoft Power BI I can
quickly pull the previous tax information from Microsoft Access as well as the current
quarter tax analysis from Excel and combine them within Microsoft Power BI to create a
visual report. This application saves me countless hours by creating a centralized hub for
all relevant tax information; in addition, the development of a tax report is streamlined
with the application’s graphic design tools.

Why should our team invest in the acquisition of and training in this tool?
Dear Manager,
Given the size and scope of our current operations within the firm, the implementation of
Microsoft Power BI is an absolute necessity to maintain efficient and effective work in
our team. As you already know, Microsoft Excel and Access are deeply entrenched in the
firm’s daily operations. As our client base grows each year, it is extremely important to
make sure our technological capabilities grow as well. Therefore, I am proposing to you
that we invest in the acquisition of and training in Microsoft Power BI. The application
will allow our team to streamline data analysis by creating a centralized platform from
which we can grab relevant financial, tax, or client information from connected
applications such as Microsoft Excel. Our firm’s familiarity with Microsoft applications
makes this an easy decision as the training would be minimal.
Moving beyond the synergies this application creates with our existing platforms,
I want to discuss some of the important features of the application. As we look to develop
visually appealing reports for management, Microsoft Power BI’s graphic design tools
allow us to develop professional quarterly reports to further legitimize the team’s
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activities. As we move into future data modeling projects for our financial sector clients,
it is extremely important that we speak their language. Using Microsoft Power BI’s data
analytics, we can create advanced financial models that will certainly win future
contracts. Also, the comparative analysis that our team members can use within this
application will allow them to work more efficiently on future projects. As our team
members become more comfortable with the application, you can give greater
responsibilities to our team members, freeing up time for other projects and future
staffing arrangements. In addition, Microsoft Power BI utilizes cloud based software
which will perfectly integrate with our existing cloud based software programs and meet
all of our firm’s security requirements. I ask that you please consider the countless
benefits of installing such a powerful tool for our firm’s operations.
-Griffin Clark
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CASE STUDY 8: ROCKY MOUNTAIN CHOCOLATE
FACTORY
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Introduction
The focus of the Rocky Mountain Chocolate Factory, Inc. case study centers on the
development of three major financial statement components: the general journal, income
statement, and balance sheet. In addition, the case links these three components together
through the various transactions. By starting with the general journal, you are able to see
how these transactions effect the ledger accounts throughout the accounting period. Once
these transactions have been recorded, adjusting and closing entries are required.
However, the case first requires you to develop an income statement using the revenues
and expenses to find the correct net income to close to retained earnings. Lastly, the case
requires you to develop a balance sheet using the post-closing balances in your general
journal. The most interesting part of this case is made apparent by the connection
between these three financial components. Before I was able to finish the general journal
and balance sheet, the income statement had to be constructed to find the appropriate
ending retained earnings. As I reconstructed the financial statements, Excel proved vital
in work efficiency by quickly calculating and linking accounts through the three
worksheets. The biggest takeaway from this case is the reliance on interconnected
financial statements within the accounting cycle. In order to be a stellar accountant, one
cannot solely focus on one or two financial components of a company.

What accounts do you expect to see on the balance sheet? Which accounts constitute the
major assets? Which accounts constitute the major liabilities?
As a retail operator and manufacturer, I would expect Rocky Mountain Chocolate
Factory, Inc. to have accounts receivable, cash and cash equivalents, PP&E, and
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inventories to comprise a majority of their assets. All of these accounts are linked closely
to the focus of their operations. I would also expect to see accounts payable and accrued
salaries and expenses as the two major liability accounts.
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Figure 8-1: Rocky Mountain Chocolate Factory General Journal
Dr.

Cr.

Dr.

General Journal

Cash and cash equivalents
Accounts receivable
Notes receivable, current
Inventories
Deferred income taxs
Other
Propert and Equipment, Net
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Accounts payable
Accrued salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Deferred income Taxes
Common Stock
Additional paid-in capital
Retained earnings
Sales
Franchises and royalty fees
Cost of sales
Franchise costs
Sales & marketing
General and administrative
Retail operating
Depreciation and amortization
Interest income
Income Tax Expense
A = L + OE + R - E

1,253,947
4,229,733
0
4,064,611
369,197
224,378
5,253,598
124,452
1,046,944
183,135
91,057
1,074,643
423,789
531,941
598,986
142,000
827,700
179,696
7,311,280
5,751,017
0
0
0
0
0
0
0
0
0
0

2. Incur Factory Wages

6,000,000

7,500,000 6,000,000

1. Purcahase Inventory

7,500,000

22,000,000

-14,000,000

17,000,000
5,000,000

3. Sell inventory for cash and on account

14,000,000

-8,200,000

4. Pay for inventory

-8,200,000

5. Collect receivables

7. Pay wages

3,300,000

-6,423,789

4,100,000 -2,000,000 -6,423,789
-4,100,000

6. Incur SG&A (cash and payable)

1,505,431
2,044,569
1,750,000

125,000

-498,832

9. Purcahse PPE

498,832

8. Receive franchise fee

125,000

3,709

-2,403,458

10. Dividends declared and paid

-2,407,167

-261,622

944,017
5,492,531
693,786
1,499,477

-2,885,413
-1
-46,062
66,729
1,112
315,322

-73,110
-3,007
503,189

790,224
-702,207
91,059
-66,328
92,052
-4,215
132,859
139,198

All other transactions

-27,210
2,090,468

Unadjusted trial balance

3,743,092
4,427,526
91,059
3,498,283
461,249
220,163
5,885,289
263,650
1,046,944
110,025
88,050
877,832
0
946,528
602,694
220,938
894,429
180,808
7,626,602
3,343,850
22,944,017
5,492,531
14,693,786
1,499,477
1,505,431
1,782,947
1,750,000
0
-27,210
2,090,468

-216,836

12. Adjust for inventory

216,836

-698,580

13. Record depreciation

698,580

646,156

14. Wage accrual

639,200
6,956

3,743,092
4,427,526
91,059
3,281,447
461,249
220,163
5,186,709
263,650
1,046,944
110,025
88,050
877,832
646,156
946,528
602,694
220,938
894,429
180,808
7,626,602
3,343,850
22,944,017
5,492,531
14,910,622
1,499,477
1,505,431
2,422,147
1,756,956
698,580
-27,210
2,090,468

Pre-closing entry

3,580,077
-22,944,017
-5,492,531
-14,910,622
-1,499,477
-1,505,431
-2,422,147
-1,756,956
-698,580
27,210
-2,090,468

Post-closing (ending) balance

3,743,092
4,427,526
91,059
3,281,447
461,249
220,163
5,186,709
263,650
1,046,944
110,025
88,050
877,832
646,156
946,528
602,694
220,938
894,429
180,808
7,626,602
6,923,927
-
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Beginning balance (February 28, 2009)

15. Consultant's report

16. Closing entry

Figure 8-2: Rocky Mountain Chocolate Factory Income Statement
.
Revenues
Sales
Franchises and royalty fees
Total revenues

$

Costs and Expenses
Cost of sales
Franchise costs
Sales & marketing
General and administrative
Retail operating
Depreciation and amortization
Total costs and expenses

22,944,017
5,492,531
28,436,548

14,910,622
1,499,477
1,505,431
2,422,147
1,756,956
698,580
22,793,213

Operating Income

5,643,335

Other Income (Expense)
Interest income
Other net

27,210
27,210

Income Before Taxes

5,670,545

Income Tax Expense
Net Income

$

2,090,468
3,580,077

Basic Earnings per Share
Diluted Earnings per Share

$
$

0.60
0.58

Weighted Average Common
Shares Outstanding
Dilutive Effect of Employee
Stock Options
Weighted Average Common
Shares Outstanding, Assuming
Dilution
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6,012,717
197,521

6,210,238

Figure 8-3: Rocky Mountain Chocolate Factory Balance Sheet
Assets
Current Assets
Cash and cash equivalents
Accounts receivable
Notes receivable, current
Inventories
Deferred income taxes
Other
Total current assets

$

Property and Equipment, Net

3,743,092
4,427,526
91,059
3,281,447
461,249
220,163
12,224,536
5,186,709

Other Assets
Notes receivable, less current portion
Goodwill, net
Intangible assets, net
Other
Total other assets

263,650
1,046,944
110,025
88,050
1,508,669

Total assets
Liabilities and Stockholder's Equity
Current Liabilities
Accounts payable
Accrued salaries and wages
Other accrued expenses
Dividend payable
Deferred income
Total current liabilities

$

18,919,914

$

877,832
646,156
946,528
602,694
220,938
3,294,148

Deferred income Taxes

894,429

Stockholder's Equity
Common Stock
Additional paid-in capital
Retained earnings
Total stockholders' equity

180,808
7,626,602
6,923,927
14,731,337

Total liabilities and stockholder's equity
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$

18,919,914

Figure 8-4: Rocky Mountain Chocolate Factory Cash Flow Information
Transaction
1. Purchase Inventory
2. Incur Factory Wages
3. Sell inventory for cash and on account
4. Pay for inventory
5. Collect receivables
6. Incur SG&A (cash and payable)
7. Pay wages
8. Receive franchise fee
9. Purchase PPE
10. Dividends declared and paid
12. Adjust for inventory
13. Record depreciation
14. Wage accrual
15. Consultant's report
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Cash Flow Section
Operating (Decrease)
Operating (Increase)
Operating (Increase)
Operating (Decrease)
Operating (Increase)
Operating (Net
Increase)
Operating (Decrease)
Operating (Increase)
Investing (Decrease)
Financing (Decrease)
Operating (Increase)
Operating (Increase)
Operating (Increase)
N/A

CASE STUDY 9: SCENARIO REFLECTION
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Introduction
Although university degree programs seem like structured funnels from which students
follow a similar path after graduation, this could not be further from the truth. Within
each school at the University of Mississippi, students find themselves facing challenging
choices regarding their life after university. This case study deals with three separate
scenarios that students in the Patterson School of Accountancy have faced. However, this
case also contained an interactive portion from the students in our class. After each
scenario, we went to either side of the classroom based on whether we sympathized with
the scenario choices. Once sides had been chosen and group discussions had been
completed, the two sides debated. This intergroup discussion allowed for students to
stress their points of view, challenge each other’s beliefs, and ultimately recognize
varying nuances in these complex issues. The case will be organized into the three
scenarios, highlighting the discussion points from both sides while ultimately offering my
point of view as the backbone. I learned a great deal about the varying perspectives of my
classmates that certainly challenged some of my pre-existing beliefs about the
opportunities stemming from an accounting degree here at the University of Mississippi.
I did not realize there were so many different opinions regarding these scenarios, yet I
stand firmly by the freedom of the individual to pursue the best opportunity for himself or
herself as long as he or she remains professional and transparent in manner.

Scenario One
The first scenario involves two individuals discussing graduate school plans. One student
plans on taking a spring internship with a big four firm yet attending law school after he
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graduates in order to work in tax law. The other student offers a few counter points such
as the one year masters of taxation and the large financial commitment associated with
law school. The class split into two sides comprising those who sympathized with the
student’s aspirations to go to law school and those who did not. Three of the main
discussion points between the two sides centered on career development, financial
commitment, and the spring internship. With regards to career development, there was a
large number of students siding against the law school option if tax was the ultimate goal.
However, I sympathized with the student’s aspirations of going to law school for two
main reasons. To me, working in tax as a big four firm and working in tax law mean two
completely separate things. Getting a law degree and working in tax law opens more
doors to other opportunities within corporate law; the chance to pivot into various legal
areas from tax law exists more prevalently with a law degree. I also think that going to
law school offers the student a chance to explore other areas of law if tax law ends up not
being his forte whereas a masters of taxation could pigeonhole the student into tax.
Another main point that was discussed by the two sides was the associated
financial costs of law school and a masters of taxation. Although I will concede that law
school is a much greater financial commitment and those with a masters of taxation will
find themselves employed after one year, I think that finances should be the least of the
student’s concerns when deciding his future career. While there are certain drawbacks to
taking on large amounts of debt for an expensive law school, there are scholarships and
financial aid that can hopefully lighten that burden. If law school is what this student
wants to pursue then he should not worry about the financial commitment or opportunity
costs associated with an extended three-year education.
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Lastly, one of the biggest concerns raised from the other side of the class was the
fact that the student was going to take a spring internship at the big four, ultimately
taking that spot from someone else. Initially I thought that this student’s plan to take an
internship spot away from someone else was wrong to some degree. However, after
internal reflection I have decided to side with the student’s decision. Although I feel the
need to address certain counter points that I currently remain neutral. Admittedly, the big
four firms (among others) spend an extensive amount of capital recruiting students in the
Patterson School of Accountancy and training these students during their internship.
Therefore, I can certainly see the disdain and disagreement with the student’s decision to
take an internship with the big four firm with the sole purpose of boosting his resume. On
the other hand, the big four firms are large corporations, and I do not see the issue with a
student vying for the best opportunity to advance his budding career. The notion of right
or wrong with regards to taking another student’s internship spot is completely lost on
me. I believe that if the student earns an internship slot with a firm, he should take it; he
should be focused solely on the progression of his career. While many discussion points
were hit in class to varying degrees, the topics of law school versus masters of taxation,
financial commitment, opportunity costs, and the spring internship remained the most
debated. As previously discussed, I believe that the student’s plans most closely align
with what I think is the correct decision.

Scenario Two
The second scenario involves two students discussing possible paths to investment
banking or consulting with an accounting degree. Similar to scenario one, the student
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insists on getting a spring internship; however, the student’s reasoning behind getting an
internship is to see if he or she could potentially pursue accounting as a career. Once
again, the class split into those who did or did not agree with the student’s point of view.
I firmly stand by the student’s right to pursue an internship with an accounting firm to see
if that career is a suitable fit. One of the main counterpoints raised in this discussion was
how a student who wants to get into investment banking or consulting should follow the
structured path for that career instead of pursuing the accounting path. I vehemently
disagree with the aforementioned point of view for two main reasons. First, the finance
degrees at the University of Mississippi do not adequately prepare students for these
types of jobs. Second, the amount of investment banks and consulting firms that recruit
on our campus is close to none. Therefore, a student who wishes to pursue one of these
careers is best off attaining a phenomenal accounting degree from the top ranked
Patterson School of Accountancy and using his or her networking skills to eventually
land a job in that field. At the very least, an accounting job at a big four firm can set an
individual up to pursue a plethora of investment banking or consulting opportunities a
few years down the road.
As a previous double major in both accounting and finance, I feel as if my
experience pursing these two majors has left me more than qualified to form an opinion
on this matter. I do not think there is anything wrong with pursuing an accounting degree
with the goal of pivoting into a different field. An accounting degree gives an individual
great analytical skills combined with financial statement acumen that can serve as a
valuable asset to any business related firm. I believe it is important for an individual to
consider the value a degree from the Patterson School of Accountancy can offer and not
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feel pressured to pursue the same path as the majority of the accounting students at the
University of Mississippi.

Scenario Three
In the final scenario, a student emails Dr. Dickinson with a question regarding
transferring a big four job offer from the Washington D.C. office to her hometown office
of Dallas. The student asks Dr. Dickinson for advice on how to approach this situation.
The split in the class occurred between those who did or did not think that transferring
job offers after an internship was acceptable. Admittedly, I had a much harder time siding
with this student’s request as it seemed a bit impulsive. For starters, the student had only
been at this office for eight weeks yet was citing a lack of office fit as a main reason for
wanting to transfer. I think that eight weeks is far too short of a time period to really
mesh with a group of people as well truly experience a city like Washington D.C. In
addition, that office spent a hefty sum of money training that person for their specific
office; if the student transferred, he or she would be burning the money spent at the
Washington D.C. office as well as taking a return offer from an intern at the Dallas
office. Ultimately I decided to side with this individual’s position with a few stipulations
attached. I do think that the student should be able to at least politely ask for a transfer to
the other office, yet he or she should be aware that patience may be required. The
individual may not be able to transfer immediately to the other office; the best solution
may be to wait a year, allow the Washington D.C. office to recoup some of their
investment, and then transfer to the Dallas office. This last scenario did not involve as
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much disagreement as the previous two scenarios, yet it does tie nicely into the idea of
professionalism that I will touch on in the conclusion.

Conclusion
After reviewing the discussions and opinions relating to the three scenarios, two
important takeaways stand out to me. As a student, I instinctively envisioned myself in
each of these three scenarios. I found that qualities of professionalism and transparency
were crucial in effectively handling these decisions. While I do agree that students should
be able to pursue the options that offer the best career outlook, when approaching
situations such as a big four internship or transferring an offer to another office, the
student should always be transparent with the hiring firm. Remaining clear about
intentions and wants is important in building a reputation as a respectable professional.
My opinions about the students’ choices remain the same; however, I do believe the
students should approach these situations with the goal of being open with any firm and
not omitting any information when trying to secure an internship or transfer. If these
principles are applied to students in the Patterson School of Accountancy, our reputation
and rapport with hiring firms will only increase in value. This case study certainly
challenged me to form opinions that I had not necessarily considered before, yet choosing
a side while also working out appropriate solutions to these scenarios is a key skill that
can be translated to many career aspects.
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CASE STUDY 10: GENERIC BANK
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Introduction
The Generic Bank case study primarily concerns itself with the accounting issues
surrounding impairment losses and the sale of debt securities. More specifically, the case
participant is asked to examine and assess an impairment loss on the sale of a bundle of
debt securities given a variety of scenarios. Not only does this case require an
understanding of impairment losses but also an understanding of the accounting standards
codification surrounding the sale of debt securities. Thus, this case blends two aspects of
accounting into an immersive, real world problem. Given the scenarios, there is a set of
rules from ASC-326-30-35-10 that explicitly deals with assessing impairment losses on
these securities. Unfortunately, the two tests involved can only get the reader so far.
There is a considerable amount of applied judgment that follows in unraveling the factors
behind each scenario and determining if an impairment loss occurs. The applied
judgment served as the core of the case to me. Once I understood the necessary
requirements that the codification outlines, the significant challenge came in interpreting
the nuances in each scenario. Although I certainly took a more conservative approach
when determining the impairment loss, there is considerable room for interpretation and
argumentation surrounding requirements one through four. What I interpreted as a lack of
intent and ability could very well be interpreted as the opposite by another individual. I
found this particular aspect of the case extremely interesting and stimulating as I was
allowed to not only interpret data and situations to form my own opinion but also defend
it using the codification and information provided in the case. I also thoroughly enjoyed
mixture of data and text. Many cases lean towards a data heavy approach and forget to
include a healthy dose of textual interpretation behind the numbers involved. Thus, this
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case was a refreshing change of pace in that it allowed a more opinionated, argumentbased approach to an accounting situation.
Requirement 1
In the first scenario, Generic Bank enters into a transaction to sell seven securities in
order to meet liquidity needs across the institution. Due to the negative differences
between the amortized costs and fair values of five of the seven securities, the sale will
result in a net loss of $54,209,000. Thus, the question remains as to whether or not
Generic Bank has incurred an impairment loss on the aforementioned securities. Using
ASC-326-30 as guidance the institution must first determine if the decline in fair value is
due to credit loss or other factors. Generic Bank asserts that the declination of their
securities’ value derived from fluctuating interest rates; although applied skepticism
towards these claims would be appropriate, the statements on the lack of credit
deterioration will be taken at face value. Moving past the initial test, a second test is used
to determine whether the institution has the intent and ability to hold these securities until
the fair value increases and the unrealized losses are recovered. This second test
describing the other two requirements is outlined more specifically in ASC 326-30-35-10.
Therefore, Generic Bank certainly does have the ability to hold these securities until the
losses have been recovered; the bank has other ways of raising capital and is not
restricted by capital ratios. These two factors seem to suggest that the bank is financially
capable of holding these securities. Nonetheless, Generic Bank has an impairment loss on
these five securities due to the lack of intent to hold. As mentioned in the case, Joshua
Winters intends to (and does) sell these securities to generate cash for employee bonuses
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and potential acquisitions. These two actions completely dismantle the idea of any intent
to hold. Thus, Generic Bank incurs an impairment loss of $78,414,000 (five securities).

Requirement 2
The second scenario, similar to the first, involves Generic Bank selling the seven
securities in the following year. However, the question centers on whether or not an
impairment loss has occurred on other securities in the portfolio. Unfortunately, the
answer is not as black and white. Relying on ASC 326-30-35-10 for guidance, the intent
to hold remains the main issue. Ultimately, an impairment loss on the remaining
securities in the portfolio has occurred. In concession, ASC 326-30-35-10 explicitly
mentions that institution must discern the likelihood of these securities being sold by
regulatory, contractual, or capital ratio requirements; none of these requirements pertain
to Generic Bank. Yet, when Winters decided to sell seven of these securities for various
reasons, he opened Generic Bank’s portfolio to considerable scrutiny. If the bank sells
securities for trivial reasons such as employee bonuses and potential acquisitions, the
intent to hold other securities in the portfolio is unsubstantiated. The remaining securities
are associated with the lack of intent to hold from the bank’s actions concerning the sold
securities. Furthermore, two other factors drive the point home that the entire portfolio
should incur an impairment loss. First, Generic Bank does not currently have any capital
ratio restrictions but does have other means of raising liquidity. Thus, the selling of these
securities to raise capital is not necessary if the bank was concerned with holding their
securities. In addition, the selling of securities is a not uncommon for Generic Bank.
These two factors, coupled with the actual sale of the seven securities, demonstrate a lack
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of intent to hold and the necessary requirements for an impairment loss. To determine the
extent of this impairment, you must go through the portfolio and analyze each security to
see if the amortized cost is greater than the fair value.

Requirement 3
In scenario three, the case asks for a shift in perspective to that of an external auditor as
well as a bank regulator. However, even with a different approach to the same question
regarding impairment loss, the answer remains the same. As an external auditor,
professional scrutiny surrounding all financial and operating activities of a specified firm
is part of the job. Heather Herring would not only take into consideration Winters’
actions in selling the securities in 20x3 but also a variety of other factors. Certainly. She
would not solely rely on the bank’s statements that the decline in fair value was a result
of changing interest rates. Rather, she would examine the general financial environment
in which the bank operates and dive into the credit composition of the borrowers to make
sure the bank’s statements align with reality. In addition, she would use the same
examination of Winters’ transactions used in requirements one and two to further solidify
the lack of intent to hold. Thus, the answer does not change. However, as a bank
regulator, I would be more concerned with Generic Bank’s ability to hold these securities
rather than their intent. From strictly a regulator’s standpoint, I would give Generic bank
the green light on the ability to hold these securities by examining their balance sheet to
determine if their capital ratios are in good standing. Ultimately, Generic Bank’s ability
to hold these securities does not change the lack of intent to hold; an impairment loss
would still occur.
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Requirement 4
Although the seven securities are now sold in a net gain position, there is still an
impairment loss on individual securities within the bundle. Thus, the existence of an
impairment would still occur. It is still important to judge individual securities to ensure
an actual deterioration of credit has or has not occurred. These types of instances,
regardless of their size, can affect the outcome of a firm’s financial statements. However,
if all the securities were sold in a gain position, no impairment loss could possibly take
place. If the fair value of each security were above the amortized cost, no loss can exist.

Requirement 5
Once again, using ASC 326-30-35-10 as guidance, the standard explicitly mentions the
selling of a security to meet working capital requirements or contractual obligations as a
lack of ability to hold. Therefore, in this scenario, Generic Bank wants to (and does) sell
these securities in order to improve capital ratios. Thus, the bank fails to meet both the
intent and ability to hold these securities. The discussion surrounding intent in previous
requirements remains the same; however, the firm does not have the ability to hold the
securities either. Due to their unbalanced capital structure and obligations to other
creditors, there is no way to defend any perceived “ability” to hold. Generic Bank has
proven itself to lack this ability to hold with regards to its entire portfolio; an impairment
loss will occur for all the applicable securities.
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CASE STUDY 11: ANALYSIS OF CITIES
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Introduction
Before this case, I was dead set on going to Chicago for post-graduate plans. Although I
always knew that Nashville would be a solid second choice due to its close proximity to
home and southern feel, Chicago brought the allure of something completely foreign to
me. Admittedly, I did not know many specifics about these cities other than a few basic
facts such as location, weather, and the various sports teams in the area. As I worked my
way through this case, I quickly realized there was so much more to living in a large city
like Chicago or Nashville. Embarrassingly, I had not even considered factors relating to
renting an apartment such as rent costs, roommates, or utilities. As I started piecing these
variables together, I was able to get a much clearer picture of the actualities associated
with living in these cities. Furthermore, an extremely interesting aspect of this case
related to the civic and charitable organizations. I was very caught up in the focus of
work that I forgot about my time outside of my job. I believe that living a balanced life is
extremely important in keeping a healthy mind; thus, joining a few organizations
involved in the cultural or charitable aspects of Chicago or Nashville would certainly
allow me to lead a balanced life. Although my decision to live in Chicago did not change
due to this case, this case was very beneficial in solidifying my decision and allowing me
to conduct a much deeper and needed analysis of the cities in which I plan to start my
career.
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What is the population?
Chicago: 2,716,000
Nashville: 667,560
Analysis: Due to the fact that I’ve lived in a relatively small city my entire life, I have an
intense desire to step out of my comfort zone and move to a much larger city. Chicago’s
large population and big city feel certainly attracts me. Nashville, although smaller than
Chicago, is a fast growing city with a decently large population.
Describe the climate and seasonal fluctuations.
Chicago: Chicago is notorious for its extremely cold winters (exacerbated by the winds
blowing from Lake Michigan) and warm summers. Chicago does have a pleasant fall and
spring.

Nashville: Nashville, like most southern cities, has elevated humidity throughout the
entire year. Other than the typical hot and humid summer, Nashville has a relatively short
and mild winter with an enjoyable fall and spring.

Describe the city’s topography, scenery, and other geographic or geological features of
the area in which the city is located. Include pictures where appropriate.
Chicago: Chicago’s most notable geographic feature is Lake Michigan; the lake has also
played a large role in the city’s flat topography. Bordering the eastern side of downtown,
Lake Michigan offers a beautiful and vibrant backdrop to the city. In addition, Chicago
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boasts two huge parks, Millennium and Grant Park filled with walking paths, trees, and
various seasonal activities.
*Attached below are pictures of Lake Michigan and Millennium Park.

Nashville: In slight contrast to Chicago’s relatively flat topography, Nashville’s elevation
swings about 800 feet from its lowest to highest point. In addition, it lies on the
Cumberland River to the north. The hills surrounding Nashville offer a great backdrop of
lush green forests and rolling, shallow valleys.
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*Attached below are pictures of the waterfront in Nashville and the surrounding hillside.

What are the individual tax rates within the city (e.g., consider federal, state and local
income tax, property tax, and any other taxes you’d be likely to pay.
Figure 11-1: Income Tax Rates
Chicago Income Tax Rates
Chicago
$50,000
Salary

Federal
22%

State
4.95%

Local
0

Property
Taxes
2.32%

$6,939.50

$2,475.00

$0.00

$4,058.00 $6,250.00

Nashville Income Tax Rates

Nashville
$50,000
Salary

Sales Tax
10.25%

Federal

State

Local

Property
Taxes

22%

0%

0%

0.75%

Hall
Income
Tax
6%

$6,940

$0

$0

$1,088

$3,000
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What transportation hubs are in the city?
Chicago: Chicago is home to one of the country’s largest airports, O’Hare International
Airport. In addition, Chicago Midway International Airport is another fairly large airport
that services individuals flying into and out of Chicago. The Chicago Transit Authority
runs the second largest United States public bus transportation system while the Metra
Commuter Rail connects downtown to Chicago to all outlying suburbs through a high
speed rail system. Having flown into Chicago and used the commuter rail, the
transportation hubs allow for easy access to all major parts of the city at an affordable
cost.

Nashville: Likewise, Nashville’s international airport connects Nashville to all major
cities in the United States. However, Nashville does not have a subway system due to its
less dense downtown. There is a public transit system, WeGo, that serves as the major
transit system for getting around downtown.

What are the cities’ most prevalent industries?
Chicago: The most prevalent industries in Chicago are manufacturing, transportation,
information technology, and health services and technology. These industries certainly
came as a surprise to me as I originally thought Chicago would have a greater presence in
financial services. It makes sense for Chicago to be a manufacturing and transportation
hub due to its centralized location within the United States. Due to the city’s large
population, there are more than enough opportunities in every industry, regardless of their
“prevalence”.
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Nashville: The most prevalent industries in Nashville are health care management,
automobile production, and tourism. It seems obvious to pair Nashville with health care;
however, I did not realize that tourism played such a large role in an already expanding
and growing city. Yet, all of the country music and entertainment helps back up this
statement. Having run in a large half-marathon in Nashville a few years back, it was
amazing to see the influx of people from all over the United States congregate in this
amazing city. The city definitely benefits from these continuous events that attract plenty
of tourists.

Describe the quality of the city’s healthcare?
Chicago: Chicago is home to six accredited academic medical centers and 95 hospitals.
These fantastic medical and research institutions have pushed Chicago towards the top
for health care quality in the United States. Furthermore, the health care industry in
Chicago has garnered increased competition among firms, spurring economic
development as more and more money is poured into the economy through health care.
The health care quality actually benefits from this competition as research centers and
hospitals strive to be the premier institution in Chicago.

Nashville: It’s no surprise Nashville’s health care ranks up there with the best in terms of
overall quality. Nashville is home to over 500 health care institutions including
Vanderbilt Health, one of the nation’s top academic health centers. On top of hospitals
and research institutions, health care management companies are located in Nashville.
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This vast network of health care related companies has created a uniquely elevated health
care standard in the southeastern portion of the United States. Unmatched by any other
southern city, health care in Nashville is both accessible and affordable.

What types of crime are common within the city and where are the locations within the
city to avoid?
Chicago: Although the crime rates within The Loop are generally lower than the
surrounding areas, the crimes common in Chicago are murder, rape, and robbery.
Chicago is known for its high murder rates in the city; this fact is understandably
worrisome. After looking these statistics up, I am a little more hesitant about Chicago as
my first choice city. Locations to avoid within the city are various areas in North, South,
and West Chicago, particularly at night.

Nashville: Nashville does not necessarily have a “common” crime; however, criminal
homicide, assault, robbery, and burglary are all prevalent within the city. In all honesty,
this is expected in a large city of over 500,000 people. Although I feel as if smaller cities
would have lower crime rates than Chicago or Nashville, there are certain elements to
large cities that allow me to look past the higher crime rates. The only areas in the city to
potentially avoid are near Antioch and Hickory Hollow.
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Based on where you see yourself living for the first three years, how much rent do you
expect to pay? Back up this assertion with sample properties from each location
(including pictures). Describe the square footage, amenities, need for a roommate,
availability of parking, etc.
Chicago: I would expect to pay anywhere from $1000 to $1200 per month on rent if I
lived in a studio apartment in Chicago. Attached below is a picture of a classic studio
apartment in downtown Chicago for around $1000 per month. The studio is 300 square
feet that features a small kitchen and living space with walk-in closets. Although I
originally want to live with roommates for a year or two as I find my way in the city,
after a couple of years it would be nice to have my own place, regardless of size. In
addition, I do not believe parking will be an issue as I plan to not take a car to Chicago.
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Nashville: Due to the lack of housing options in Nashville compared to Chicago, I would
definitely be looking for roommates beyond the first two years in Nashville. If I lived
with two other roommates, I could be expecting to pay anywhere from $700 to $900 per
month based on the proximity to downtown. Below is an example of a downtown
location on the west side of Nashville. The shared apartments average 1,500 square feet
with complimentary high speed internet access and the classic bedroom, half bath, and
kitchen area. The apartments are only ½ mile from Vanderbilt and centrally located. If I
move to Nashville I plan on taking my car with me, and most of the downtown
apartments, including this one below, have plenty of parking for its residents. This is due
mainly in part because Nashville is not as densely crowded as a city like New York.

What is the typical mode of commuting? Based on your answers identified in the prior
question, what are your likely commute times?
Chicago: The typical mode of commuting in Chicago will be the subway system (or
walking depending on the proximity to my company). Union Station in downtown
Chicago connects you to any major suburb or segment of downtown. Because I will be
living downtown, the typical commute times on subway will average less than 20 minutes
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due to the close proximity to all major companies in the downtown area. If I decided to
later move out into the suburbs, the commute time will likely increase to over 35 minutes.

Nashville: The typical mode of commuting in Nashville will be by car. Unlike most large
cities, the Nashville traffic and parking situation, although not ideal, allows for
individuals to drive throughout the entire city in a relatively short time. While I could
always walk if my company was close by, the typical commute time to anywhere in the
city would be around 30 minutes.

Where will you do your grocery shopping?
Chicago: I was definitely hesitant in initially answering this question because I had not
thought about the lack of grocery store options downtown. Thankfully, there is a Trade
Joe’s centrally located in The Loop which can provide me with most of my groceries. In
warm weather, there a variety of outdoor markets that can provide me with fresh produce
to eat. I also found an Italian market that strictly serves Italian food which could serve as
a great resource for honing my cooking skills.

Nashville: The accessibility of a car will allow me to travel a few miles outside of the
city in search of grocery stores; this flexibility expands my options a bit. Kroger and
Whole Foods are both within a 20 minute drive of downtown Nashville; therefore, these
two places will be my most likely destination.
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How will you do your laundry?
Chicago: If my apartment does not come with a washer and drier, my options will be
limited to a drop off laundry service or a full self-service laundromat. Unfortunately, both
will carry negative drawbacks as the drop off service would add extra expenses to my
budget while the self-service would take up significant time.

Nashville: While conducting my research for apartments in Nashville, it appears that
most apartments come with a washer and drier. This eliminates the need for exploring
laundry options outside of my apartment.

Name at least three civic, religious, or charitable organizations you would like to be
active in for each city?
Chicago: The three organizations I would like to be active in are the Chicago Legal
Clinic, Evening Associates of the Art Institute of Chicago, and the Alliance for the Great
Lakes. As I fully intend to pursue law school, the Chicago Legal Clinic is an active
charity organization that offers a wide variety of legal services to those in need. I believe
this organization would offer interesting and fulfilling work as I progress towards a
degree in law. The Associates of the Art Institute of Chicago and the Alliance for the
Great Lakes both offer work preserving the artistry and scenery of Chicago; I believe
participating in these organization would fully immerse me in the foundational work that
helps keep Chicago great.

82

Nashville: The three organizations I would like to be involved with are the Country
Music Foundation, Habitat for Humanity, and the Make-A-Wish Foundation. The
Country Music Foundation interests me because it deals with preserving the history and
cultural significance of country music in the city of Nashville; once again, this foundation
allows me to work in and around a huge cultural element of this city. Habitat for
Humanity and the Make-A-Wish Foundation are both very impactful charities that offer a
wide variety of work in which I could help out.

What are the sports, entertainment, or recreational activities that you would be most
likely to engage in within the city. Name at least five activities.
Chicago: The main sports teams I would be interested in are the soccer team the Chicago
Fire, the football team the Chicago Bears, and the hockey team the Chicago Blackhawks.
I am a huge sports person; therefore, I intend to embrace these sports teams as my own
once I move to this city as I have never lived in a city with a professional sports team. In
addition, I want to join some sort of running club in the city because running is one of my
favorite recreational activities. Lastly, I am very interested in museums of all sorts and
plan on indulging in the variety of museums across all disciplines.

Nashville: The three main sports teams I would follow in Nashville would be the football
team the Tennessee Titans, the hockey team the Nashville Predators, and the soccer team
Nashville SC. Similarly to Chicago, I am a very avid runner and would like to join some
sort of running organization to further engage in that activity. I would also like to take
advantage of Nashville’s plentiful golf courses on a relaxing day off. I am an extremely
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active person and would use the relatively mild winters and longer summers to my
advantage.

What are the modes of traveling back to your hometown from this city? What is the
average cost you’d incur for each trip back home?
Chicago: The only mode of travelling back to my house would be a direct flight from
Chicago to Jackson, Mississippi. This round trip airfare would cost around $280. If you
add in a taxi to and from Chicago airport as well as money for food during travelling, the
average cost would reach around $350 for a roundtrip. Although driving is always an
option, I do not plan on taking my car to Chicago.

Nashville: The best way to travel back home from Nashville would be a six hour car trip.
The total round trip cost would take around three full tanks of gas; the amount of fuel
required would hover around $50-75 in fuel. Although it would be tempting to fly from
Nashville to Jackson, Mississippi, the driving distance is just close enough for me to be
unable to justify the high cost of a plane ticket.
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Based on your findings, develop a model monthly operating budget for each city for Year
2, assuming that with bonuses for being a high performer, your annual salary is $60,000.
Figure 11-2: Monthly Operating Budget
Category
Income
Rent Expense
Groceries
Utilities
Taxes
Cable/Internet/Phone
Entertainment
Incidental Expenses
Savings
End Balance

Chicago
$5,000
$1,200
$300
$120
$785
$250
$400
$300
$1,645
$0

Nashville
$5,000
$900
$300
$90
$578
$250
$400
$300
$2,182
$0

In a perfect world, this monthly budget would adequately represent where all of my
income is going. I am a very firm believer in starting an effective savings plan early in
my career to benefit myself down the line. I am not exactly sure how accurate this budget
is due to the fluctuating rent rates; however, money can be adjusted out of savings and
entertainment to meet the basic needs first.

Finally, based on your full analysis, determine whether you still want to live in both
cities, and if so, which one is your preferred city and why?
After considering all of these factors surrounding Chicago and Nashville, I have
reinforced my desire to live in both cities. There certainly are drawbacks to each city such
as the high crime rate in Chicago and the lack of quality, affordable apartments in
Nashville; however, I believe that the benefits of living in either of these distinctive cities
outweighs the negatives. For example, when diving into the various activities in both

85

Chicago and Nashville, I uncovered so many cultural and charity organizations that
interested me. Not only am I able to spend my time participating in various recreational
activities and sporting events, but also give back to the community in a plethora of ways.
Based on this analysis, Chicago barely edges out Nashville for my preferred city of
choice. I want to start my career in a location that offers me the best career advancement
and opportunities for a young adult. While Nashville certainly contains these
characteristics to an extent, it does not come close in comparison to the opportunities
presented in Chicago.
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CASE STUDY 12: WORLDCOM, INC.
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Introduction
Growing up in Jackson, Mississippi, I had always heard about the infamous WorldCom
and its fall due to bankruptcy. However, I had never actually taken the time to research
the factors behind its downfall. This case afforded me a great opportunity to further
understand the main cause behind WorldCom’s failure. One of the most intriguing
aspects of this case revolved around the improper use of capitalized assets. By improperly
capitalizing its assets, WorldCom hid the true nature of its cash flows; therefore,
investors were not able to properly see the operating margins of the company. Ultimately,
the significance of the problem spiraled out of control as WorldCom continued to use
improper accounting. Not only did this case serve as an interesting analysis of the balance
sheet and income statement implications of materially significant accounting
misstatements but also as a reminder of the importance of ethics. As accountants, ethical
standards make up such a large portion of our job; we are expected to maintain the
highest level of integrity when carrying out activities such as audits. In this instance,
WorldCom executives such as the CFO failed to maintain the highest level of ethical
propriety in their positions. The CFO’s decision to improperly account for line costs
played an extremely crucial role in the downfall of the company. Thus, the lessons
learned in this case went beyond the typical analytical angle by indirectly emphasizing
the importance of ethics in the accounting field.

Part A
i. FASB defines an asset as any item, either tangible or intangible, that is expected to
provide economic benefit in the future. Furthermore, assets arise from a past transaction
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and are controlled by an entity. This entity has the right to reap the aforementioned
benefits from the asset. On the other hand, expenses do not provide economic benefit;
moreover, expenses use up assets as a cost of carrying out a firm’s necessary activities.

ii. Circling back to the idea of economic benefit, a cost that is expected to provide future
economic benefit should be capitalized as an asset. If these costs are not expected to
provide economic value in the future then the costs should be expenses in the current
period on the income statement. This distinction between current and future period
benefit serves as the separation between an expense and a capitalization.

Part B
Once a costs has been capitalized, the cost is then recorded on the balance sheet as an
asset. Typically, the total value of the balance sheet will stay the same as the increase in
value of this new asset is coupled with a decrease in another asset such as cash. In
addition, there are no entries made to the income statement as the cost has been recorded
on the balance sheet instead.

Part C:
For the year ended December 31, 2001 WorldCom recorded line costs at $14.739 billion.
Journal Entry to Record Line Costs (in billions)
Dr.
Cr.

Line Cost Expense

14.739
Cash

14.739
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Part D
These improperly recorded line costs are essentially payments made to local telephone
companies to use their networks to complete calls; these payments are similar to access
fees. The transactions that give rise to these costs are simple, one time payments to the
telephone networks. These transactions do not meet the definition of assets at all. These
transactions arise from a past event, yet they do not provide any benefit moving forward.
Once the payment has been made to the telephone network, the transaction is complete,
and no future benefit can arise from this transaction.

Part E
Journal Entry to Record Improperly Capitalized Line Costs (in billions)
dr.

Property, Plant, and Equipment

cr.

3.055
Cash

3.055

These costs appear on the balance sheet as a reduction in cash and an increase in PP&E.
On the statement of cash flows, these costs appear as an outflow of cash in the investing
section instead of the operating section. Therefore, these large amounts of cash are
hidden in the inappropriate section, and a large outflow of cash in the investing section is
viewed much more favorably than a large outflow of cash in the operating section. Once
again, by putting the costs in the investing section, WorldCom deceived investors in the
expectation of future cash flows arising from these “investments”.
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Part F
By analyzing the quarters in which the improperly capitalized costs were incurred, we
can break the costs down into depreciable parts in order to calculate depreciation expense
for 2001.
Figure 12-1: WorldCom, Inc. Depreciation Expense
Depreciation Expense (in millions)
1st Quarter: ($771 / 22 Years) = $35.05
2nd Quarter: ($610 / 22 Years) = $27.73 * (3/4 Quarters) = $20.80
3rd Quarter : ($743 / 22 Years) = $33.77 * (2/4 Quarters) = $16.89
4th Quarter: ($931 / 22 Years) = $10.58 * (1/4 Quarters) = $10.58
Total Depreciation for 2001 = $83.32

Journal Entry to Record Depreciation Expense (in millions)
dr.
cr.

Depreciation Expense

83.32

Accumulated Depreciation (PP&E)

83.32

Part G
Keeping all other aspects of WorldCom constant, the main adjustment that must be made
to the income statement is the increase in line costs. In order to accomplish this we must
add the $3,055 million to existing line costs; however, we also need to subtract out the
depreciation expense that was incurred during the year. Thus our line costs increase
(14,739 + 3,055) to $17,794 million. Our depreciation expense decreases (5,880 – 83.32)
to $5,797 million. Once the adjustments have been made to the income statement, the
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operating income changes (35,179 - 17,794 - 11,046 – 5,797 ) to $542 million. Once we
subtract interest expense of $1,533 billion and add miscellaneous income of $412 million,
we are left with an income before taxes of -$579 million. Seeing as WorldCom will not
be paying taxes on negative income, WorldCom’s net income comes out to -$579
million. The difference in net income is certainly material. Without doing any of the
calculations, you can see on the income statement that the unrecorded line costs would
cause expenses to be more than income, creating a negative net income.
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